Is real estate the next bubble?
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Among the many lessons learned from the Great Financial Crisis of 2007-2009 is the crucial role
U.S. property markets play in the broader economy. The subprime mortgage crisis and subsequent
crash in home prices caused financial and economic pain not seen since the Great Depression.

Ironically, it occurred four years after the Federal Reserve
(Fed) began trying to prevent it, embarking on a series of
interest rate hikes designed to deflate the housing bubble
without popping it.

Today, the economy faces mounting concern that
domestic property markets may again jeopardize an
attempt by the Fed to induce a so-called “soft landing”—
this time, referring to its effort to reduce widespread
inflation without sparking a recession. Evolving work
trends, inflationary pressures and the Fed'’s pivot from

a highly accommodative monetary policy to its current
restrictive stance all contributed to a challenging real
estate investment climate in 2022.

Real estate investments declined 24% for the year as
measured by the FTSE NAREIT All Equity REIT Index,
which contains nearly all tax-qualified real estate
investment trusts (REITs) traded on U.S. exchanges.
While all types of commercial real estate REITs within the
index detracted from the index’s performance in 2022, a
considerable disparity existed in the underperformance
among those categories. Areas such as retail and lodging
REITs benefited from stronger-than-expected consumer
spending. However, no category in the index detracted
more from performance than office space, which returned
7% for the year ending December 31, 2022.2

U.S. regional banks account for about
70% of all commercial lending.

Now, the 2023 outlook for real estate investments is
growing more concerning for landlords and investors
alike. The recent disruption to the global banking

industry will likely diminish the availability of credit
for commercial and industrial (C&l) loans. Regional
banks account for nearly 70% of all C&I lending in the
U.S. The likelihood of tighter liquidity requirements at
these banks is coming at a time when many within
commercial real estate are looking for flexibility.

COMPOSITION OF THE U.S. COMMERCIAL
REAL ESTATE SECTOR

(FTSE NAREIT All Equity REIT
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Source: NAREIT, Commerce Trust. The FTSE NAREIT All Equity REITs Index is a
free-float adjusted, market capitalization-weighted index of U.S. equity REITs It
is not possible to invest directly in an index.
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Social, Economic Drags on Office Space

For years, companies offered remote work options to
employees as a recruitment and retention tool in support
of talent management efforts. However, everything
changed with the COVID-19 pandemic when work from
home arrangements shifted from a company perk to

an “adapt or die” operational necessity. Office buildings
sat vacant throughout 2020 and into 2021, yet property
owners were mollified by rent income and a low-interest
rate environment favorable to debt financing.

Things certainly have changed. Pockets of the work
force are reluctant to return to the office full time. U.S.
office occupancy rates currently range between 40-60%
of pre-pandemic levels. By comparison, global return-to-
office rates are much higher, according to JLL, a property
services firm that manages more than 4.5 billion square
feet of real estate around the world. Office occupancy
rates in Asia average 80-110% — meaning it’s likely
more people are working in offices across parts of Asia
today than there were before the pandemic.?

Meanwhile, property owners have endured increased
expenses. Strained supply chains, soaring inflation
and higher borrowing costs all have boosted the costs
of building materials. Moreover, the Fed has raised its
benchmark rate by more than 450 basis points in less
than a year and doesn’t appear ready to quit.

About $150 billion in office mortgages
will mature over the next two years.

These considerable headwinds have conspired to
produce a dire reality for office owners: More than 17%
of the entire U.S. office supply currently is vacant with an
additional 4% available for sublease. In addition, nearly
$150 billion in office mortgages are set to mature during
the next two years, according to the Mortgage Bankers
Association.® Most of that debt will need to get refinanced
at higher rates with more stringent capital requirements

from lenders. This scenario may weed out overleveraged
building owners, which could also exacerbate some of
the negative occupancy trends and declining rents.

The recent default on $1.7 billion of debt by office-
building owner Columbia Property Trust, purchased

by Pacific Management Investment Management Co.
in September 2021, highlights the scope of the office
market’s doldrums. So does the $69 billion Blackstone
Real Estate Investment Trust, the largest U.S. fund
specializing in commercial real estate investment.

It halted redemptions amid a flood of withdrawal
requests late last year and again reached its
redemption limit in January.

Residential Property also Challenged

lll-conceived subprime mortgage loans and the packaged
debt securities containing them constituted the root of
the financial dilemma during 2007-09. Low interest rates
helped the housing market rebound after the financial
crisis and then again following the initial onset of the
pandemic. The parallels have raised concern that current
housing prices once more could fall as fast they surged.

Sales of existing homes, which account for most of all
U.S. single-family home transactions, fell nearly 18% in
2022. Prices also dropped as 2022 progressed: After
reaching $413,800 in June, the median existing home
price fell six straight months to end the year at $366,900,
according to the National Association of Realtors.*

Apartment rents have fallen along with home prices,
declining in all 52 metropolitan markets tracked by
Apartment List for the six months through January.
Median rents fell each month during that period — the
first time that has happened in five years — dropping
3.5% overall. This trend is expected to continue despite
the largest supply of new apartments in nearly four
decades becoming available this year.®

Areas of Opportunity

Other areas of the real estate market offer brighter
prospects. Per-room revenue in the global hotel and
hospitality industry has recovered to 93% of pre-pandemic
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occupancy levels. China’s recent reopening after

finally lifting pandemic restrictions should further aid

the occupancy rate recovery.® In addition, return-to-office
trends in Europe and Asia bode well for global office
occupancy rates despite the reticence of U.S. workers

to completely give up working from home.

Consumer spending remains upbeat, which should
provide support to retail leases. Meanwhile, industrial
properties like warehouses and distribution centers
may be somewhat insulated from the credit pressures
facing other commercial real estate areas. Demand
for warehouse space remains tight, keeping leasing
prices elevated. Some developers are hopeful higher
rental rates could offset increased financing costs.’

Bottom Line

Without question, real estate investments struggled in
a rising global interest rate environment in 2022 and
will encounter difficulty again this year.

A glut in office space persists, driven substantially

by secular job market changes, pressuring giant real
estate investment funds and reflected in high-profile.
A similar glut in multi-family housing potentially looms,
and home sales and prices continue falling steadily.

However, strengths in areas of the commercial market —
hotels, retail and warehouses — and relatively healthy U.S.
consumer data all should help an albeit gloomy property
market avoid a Great Recession-style meltdown.
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The Chartered Financial Analyst® (CFA®) Charter is a designation granted by CFA Institute to individuals who have satisfied certain requirements, including
completion of the CFA Program and required years of acceptable work experience. Registered marks are the property of CFA Institute.

Past performance is no guarantee of future results, and the opinions and other information in the commentary are as of April 12, 2023. This summary is
intended to provide general information only and is reflective of the opinions of Commerce Trust. This material is not a recommendation of any particular
security, is not based on any particular financial situation or need and is not intended to replace the advice of a qualified attorney, tax advisor or investment

professional.

Diversification does not guarantee a profit or protect against all risk. Commerce Trust does not provide tax advice or legal advice to customers. Consult a tax
specialist regarding tax implications related to any product and specific financial situation. Data contained herein from third-party providers is obtained from
what are considered reliable sources. However, its accuracy, completeness or reliability cannot be guaranteed.
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